



9.  Making regional trade agreements more relevant




The extent of intraregional trade in the region has increased rapidly in the past two
decades.  In parallel with this growth, IPNs emerged and have become a special feature of
intraregional trade, especially in East Asia.  There are a number of definitions of IPN;
however, a common theme from those definitions is product fragmentation, in which
production processes are split into separate parts that can be undertaken by companies
in different locations and countries, yet are interconnected by a network.  IPNs have
developed and expanded in East Asia as a result of improvements in transportation and
communications technology, electricity and water supplies, the creation of industrial clusters
and the implementation of liberalization policies.
The objective of this chapter is to identify several key aspects related to the
incidence of IPNs in East Asia and the Pacific, and their relationship to trade policies
connected with discriminatory or preferential trade agreements resulting from the growing
number of regional trade agreements (RTAs) signed by East Asian and Pacific countries.
The chapter concludes with several policy recommendations.
Numerous studies have been carried out that provide evidence of the existence of
IPNs in East Asia, as summarized in table 9.1.  It is clear from table 9.1 that the common
feature from these studies is the rising importance of trade in components in the region
compared to other regions of the world.  That rise indicates product fragmentation, where
production processes by different companies take place in different locations for use in the
manufacturing of one final product.  In addition, the trade in components is not on a one-way
trade basis, but rather as back-and-forth trade.  This could mean that the final product is
assembled by several manufacturers in different locations, thus giving rise to the emergence
of IPNs.
Another interesting finding from existing studies is that trade in components has
become an important factor in formulating trade policies, particularly with regard to the
transition from low-level skills and low-level technology product markets to high-level skills
and high-technology product markets.  The studies have also highlighted the growing
incidence of companies undertaking outsourcing activities in East Asia due to their flexibility
and higher-capacity for de-internalizing.  This trend reflects the reduction in service links
costs, which makes it easier for a company to coordinate its activities within the network.
Such reductions in service link costs stem from: (a) lower tariffs that translate into less costly
back-and-forth transactions; (b) better port infrastructure; and (c) the existence of industrial
clusters to facilitate the management activities of parent multinational companies (MNCs),216
especially the coordination of production processes with surrounding suppliers in clusters.
However, of all the existing studies, only Athukorala and Yamashita (2006) devoted more
detailed attention to the linkages between IPNs and RTAs, as elaborated on later in this
chapter.
Table 9.1. Evidence of East Asian IPNs in existing literature
Author Region/country/area Major findings
Athukorala and AFTA, China, Japan, The extent and importance of trade in
Yamashita, 2006 Republic of Korea, components within East Asian region
Hong Kong, China, increased substantially from 1992 to 2003,
Taiwan Province of China, exceeding the increases in other regions
CER, European Union, of the world.
EFTA, MERCOSUR, CEEC,
NAFTA and ANDEAN.
Kimura and China, Indonesia, Philippines, • Export share of machinery and
Ando, 2005a Singapore, Thailand, machinery components for many East
Malaysia, Republic of Korea, Asian countries had reached more than
Taiwan Province of China 40 per cent and 20 per cent,
and Hong Kong, China. respectively, by the end of the 1990s.
• The extent and incidence of outsourcing
activities is very large among Japanese
firms investing in East Asia, compared
with Japanese investments in North
America and Europe.
• Companies investing in East Asia find it
easier to conduct outsourcing activities
than in the other regions.  The reason is
that investing in East Asian business
appears to be more flexible and with
more capacity for de-internalizing.
• Multinationals’ affiliates in East Asia tend
to gradually substitute their intra-firm
transactions with other companies within
their immediate area.*
• More than 90 per cent of the affiliates’
purchases come from other companies
in the East Asian region.
Ng and Yeats, Brunei Darussalam, • Trade in components accounts for more
2003 Cambodia, China, Indonesia, than one-fifth of all intra-trade in
Republic of Korea, manufactured goods.
Lao People’s Democratic • High technology and skilled labour-
Republic, Malaysia, intensive products dominated the list of
Mongolia, Philippines, the fastest-growing exports in East Asia
Singapore, Taiwan Province between 1985 and 2001.217
9.2. Liberalization, incentive policy and their linkages with the
development of IPNs in East Asia
Looking back, the existence of IPNs in East Asia can be attributed to two factors.
The first is the so-called “hollowing out”
1 of the Japanese economy in the 1980s, i.e., the
relocation of Japanese firms to neighbouring countries (Baldwin, 2007).
2  The second is the
“dual track” strategic approach employed by developing countries in East Asia for promoting
import substitution and export promotion at the same time, in particular among ASEAN
countries.  These two factors complement each other as the “hollowing out”, driven by
increasing unit labour costs in labour-intensive processes in Japan, fits well with the dual
track approach that promoted labour-intensive industries.  Thus, production activities are
then fragmented.  High-tech components were produced in Japan and then exported to
developing East Asian countries for further labour-intensive production stages, such as
assembling.
Naturally, the fragmentation approach adopted by Japanese MNCs set in motion
competition between the developing countries to attract FDI not only from Japan, but also
of China, Thailand, • Trade in components is an important
Viet Nam and Hong Kong, factor in the strategic trade policies of
China, several countries, often serving as
a means of penetrating markets for
items produced with high technology
and skilled labour.
Ando, 2006 Indonesia, Japan, Malaysia, • The share of one-way trade in many
Philippines, Republic of East Asian countries declined
Korea, Singapore, Thailand significantly and was replaced by
and Hong Kong, China. (two-way) vertical IIT trade.
• Indicates a rapid expansion of “back-
and-forth” transactions/trade, where
countries import (expensive) capital-
intensive intermediate inputs, use them
in local production and then export the
produced goods, either as final products
or other intermediate inputs that have
higher value-added.
* Transactions between companies from different countries.
Table 9.1 (continued)
Author Region/country/area Major findings
1 The shrinking of the manufacturing sector has sometimes been thought to have resulted from
international trade or outsourcing.
2 The ”hollowing out” also occurred in some other more-developed East Asian countries/areas at that
time (for example, the Republic of Korea and Taiwan Province of China).218
from other developed countries/areas such as the United States, European Union member
States, the Republic of Korea and Taiwan Province of China.  The competition drove
competing ASEAN countries to unilaterally reduce their tariffs (the so-called “race to the
bottom”).  Those tariff cuts were in the form of duty drawbacks and duty-free treatment for
the establishment of export processing zones (Baldwin, 2007).  However, it is not clear
whether the unilateral tariff reductions were the result of the competition to attract FDI or the
adoption of the Washington Consensus.
3 Nonetheless, what is clear is that average applied
tariffs for East Asian countries have declined.  Regardless of what caused the unilateral tariff
reductions, the five country case studies in this publication reveal that policy initiatives are
still being implemented to attract foreign MNCs.
3 Baldwin (2007) provided anecdotal evidence but no direct evidence that competition to attract FDI
caused unilateral tariff reductions.
Table 9.2. Policy initiatives implemented in the country case studies
Country Policy initiatives
China • For completely built up vehicles and engines, the Chinese partner must own
at least 50 per cent of the equity.  The limit can be relaxed if the intention is
to export and to locate the business in an export processing zone.
• Reduction of tax rates when making fixed asset investments, favourable
conditions for bank loans, priority approval when listing on stock exchanges,
and easier access to capital from abroad and government loans.
• Research and development expenditure is tax deductible provided it
complies with technological policy.
• Measures against local protectionism exist, under which local governments
cannot implement discriminative policies on automobiles that are not
produced locally nor adopt measures that may result in discriminative
consequences.
India • The provision of excise duty concessions, tax incentives for investments in
the sector, incentives for promoting research and development, and
measures for export promotion and reduction of import duties for
components.
• Removal of quantitative restrictions on auto imports and permission for
100 per cent FDI in the sector.
• Reduction under Finance Bill 2006 of excise duty on motor vehicles from
15 per cent to 12.5 per cent and import duty on raw materials from
10 per cent to between 5 per cent and 7.5 per cent.
Indonesia • Incentive programme implemented for automotive manufacturers to use
locally-produced components; manufacturers who use a higher proportion
of local components in their products will pay lower import tariffs.
• The deregulation package introduced in 1995, under which the Government
offered a zero per cent tariff on imported components for commercial
vehicles and passenger vehicles with local content of 40 per cent or more219
These policy initiatives are an essential part of each country’s strategy to attract
MNCs for relocation of their production facilities.  In addition, there are policies that develop
and nurture the existence of IPNs in East Asia and the Pacific, in particular policies that
promote trade in components.  Such policies also corroborate the finding by Ng and Yeats
(2003) that trade in components is an important factor in formulating strategic trade policies,
often serving as a means of penetrating markets for products manufactured using high
technology and skilled labour.  The case study of the HDD industry in Thailand is a good
and at least 60 per cent, respectively.  In addition, new foreign investment
allowed as part of Indonesia’s commitment to AFTA and APEC.
• New automotive policy was launched in 1999, providing a lower tariff
schedule for imported cars and their components, simplified procedures
and qualifications for imports, and encouragement of export market
expansion for automotive products.
Thailand • The simple average applied tariff rate declined sharply from 40 per cent
between 1985 and 1994 to 23 per cent from 1995 to 1996, and 17 per cent
in 1997.  The rate was further reduced to 13.3 per cent in 2003 and
12 per cent in 2004.  Since then, the rate has been more or less steady
at around 11 per cent.
• Most hard disk drive (HDD) manufacturers and their parts suppliers are
foreign-owned and export-oriented.  They are eligible for investment
privileges offered by Thailand’s Board of Investment.  One investment
privilege is tariff exemptions, which was introduced in 1983.  Companies
that import raw materials for manufacturing intermediates for further use
in export-oriented activities are eligible for tariff exemptions.
• Research and development projects initiated by the private sector are
co-financed by the Government.  The amount contributed by the
Government depends on the nature of the project’s outcome, i.e.,
whether it is proprietary or common knowledge.  The more common the
knowledge created by the projects, the larger the Government’s contribution.
• The Board of Investment will extend investment privileges if foreign
companies upgrade their existing production.
Bangladesh • Both tariff and non-tariff barriers have been reduced together with the
dismantling of quantitative restrictions on imports and deregulation of import
procedures.
• Under the Export Policy of 2006-2009, nine sectors were declared as
special development sectors in order to boost their production and exports.
These sectors include: finished leather products; frozen and processed fish;
handicraft items; electronic products; fresh flowers and foliage; jute products;
hand-woven textiles from hill areas (pahari taat bostro); uncut diamonds;
and herbal medicine and medicinal plants.
Source: Compiled based on the country case studies.
Table 9.2 (continued)
Country Policy initiatives220
example.  During the 1980s, Seagate capitalized on cheap labour costs in Thailand to
conduct simple assembly tasks.  Soon afterwards, other MNCs in the HDD industry followed
suit.  The Board of Investment’s tariff exemption scheme and other incentives (table 9.2)
facilitated the expansion of Thailand’s HDD industry and industrial expansion occurred.  The
MNCs’ affiliates in Thailand gradually acquired more technological capability; by 2008,
Thailand had become the world’s second-largest HDD exporter, accounting for about
17.4 per cent of world exports.  It can be argued that such policy initiatives further boosted
MNCs’ decision to relocate to these countries and set up production networks.  The role of
MNCs is clearly essential in the formation of IPNs.  Thus, IPNs exist because of market-led
integration.
9.3. Policy recommendations
The increased importance of IPNs and intraregional trade in East Asia imply a strong
incidence of regional integration.  However, this occurred more because of market-led
integration, rather than integration that results from formal trade agreements.  Following the
1997-1998 Asian economic crisis, countries in East Asia moved one step ahead with their
regional integration agenda through an attempt to formalize the established market-led
integration.  This was done, essentially, by establishing regional trade agreements between
countries within the region.  Policymakers in East Asia believe that such formal
arrangements can be regarded as part of the policy framework for strengthening and
expanding production networks and supply chains formed by global MNCs and emerging
East Asian companies.  The rapid growth in the number of the agreements was, to a large
extent, triggered by China’s initiative to form RTAs with ASEAN, which implies that a domino
effect exists from the ASEAN-China FTA (Baldwin, 2007; and Kawai and Wignaraja, 2007).
Given the significant size of the Chinese economy, the domino effect that resulted in the
proliferation of FTAs reflects the response of the other ”big” countries in the region – Japan
and the Republic of Korea, in particular – to counter China’s rising economic role in the
region.
Athukorala and Yamashita (2006) deduced from their empirical results that there was
no evidence to support the hypothesis that RTAs promote (vertical) product fragmentation.
They then argued that much of product fragmentation in the world had actually taken place
mainly due to tariff concessions.  Therefore, the question is how can RTAs be made more
relevant to the development of IPNs?
Kimura (2006a) asserted that although much had been done through market-led
liberalization, there was still a great deal of room for RTAs in promoting IPNs, as
international transactions were still far from being friction-free and cross-border difficulties
remain numerous.  All this can be done, in principle, by furthering the reduction of SL costs.
Based on this approach, policy initiatives under RTAs could be directed towards:
(a) Reducing the costs arising from geographical distance (e.g., removal of
explicit and implicit trade impediments, improving trade facilitation, developing
logistics services etc.);221
(b) Promoting production cost savings in the fragmented production blocks (e.g.,
developing human capital, establishing stable but flexible labour policies,
developing a strong but healthy financial sector etc.);
(c) Promoting institutional building in order to reduce arm-length transactions by
companies (e.g., policies for reducing the informational cost of searching for
business partners, policies that secure intellectual property rights etc.).
A review of the findings of the case studies adds greater relevance to the argument
that policy initiatives under RTAs can be put to greater use in promoting IPNs.  From the
perception of the case study respondents in the five countries, formal trade agreements are
not considered a major driving force in strengthening and expanding IPNs.  This relies on
market initiatives.  First, interviews with respondents in the respective sectors revealed that
RTAs did not factor much in their business activities.  Perhaps that was because most of the
agreements were still in the early stages of implementation, and the effect had yet to be fully
realized.  Moreover, the exclusion of specific industries from the trade agreements resulted
in those industries not receiving the benefits of the RTAs, thus rendering the RTAs irrelevant
to the development of IPNs.  One example is the ASEAN-China FTA, in which the
automotive sector is among the sectors excluded from the agreement.
Related to the low utilization of RTA benefits is the overlapping of RoO among RTAs.
Exporters have difficulties in complying with RoO requirements.  Moreover, margin of
preference in RTAs is not large enough to compensate for the cost of compliance with RoO
requirements.  Overlapping RoOs across trade agreements give rise to the “noodle bowl”
effect.  A study by Kawai and Wignaraja (2009) showed that larger companies had more
negative perceptions of multiple RoO than smaller firms.  This is due to the fact that larger
companies have larger-scale activities, i.e., they export to multiple markets, and change
their business plans in response to RTAs.  In particular, if those companies are involved in
IPNs, they have to produce and ship components to multiple locations in order for the final
product to be assembled.  Therefore, they are more likely to be affected by overlapping RoO
across RTAs.  The current study confirms the findings of Kawai and Wignaraja (2009) that
survey respondents (which comprised large firms affiliated with foreign MNCs) expressed
scepticism of the role of RTAs.
However, evidence from selected RTAs in the country studies shows that the
thresholds for local value-added content are all 40 per cent.  The adoption of the 40 per cent
rule implies a move towards simpler RoO, which would assist in facilitating more trade
between countries involved in RTAs and thus make RTAs more relevant to the
strengthening and expansion of IPNs.  Based on this view, in theory overlapping RoO would
not with be such a huge problem because of the 40 per cent rule.  It may be that the
problem lies not the RoO, but rather with the implementation of those RoO.  The
bureaucratic process involved in determining origin can be quite frustrating for companies
and may create a hindrance to the utilization of RTA benefits.
Companies may also lack the capacity to qualify for the 40 per cent local content
requirement as shown by the survey in Indonesia.  The lack of capacity and development in
the Indonesian auto components sector implies that companies must rely on imported222
components from affiliates, thus making it difficult for them to qualify and receive preferential
tariffs under AFTA.  Moreover, there is less evidence of IPNs in the textiles and clothing
industry in Bangladesh, as RTAs are not considered an important factor in IPN
development.  This is largely because sourcing raw materials and intermediate products in
the textiles and clothing industry relies heavily on the principal specifications of geographical
proximity, adequacy of materials supply, a long-term relationship between buyer and seller
as well as the price and quality of the products.  Thus, there is only one-way trade in the
textiles and clothing industry, rather than the back-and-forth transactions that occur between
companies in the automotive and HDD industries.
There is also a positive note with regard to the role of RTAs in developing IPNs.  The
India-Thailand Free Trade Agreement (ITFTA) increased trade between the two countries in
gearboxes and parts used for spark ignition in engines.  The survey of the HDD industry in
Thailand suggests the coexistence of IPNs and industrial clustering.  Industrial clustering
has enabled foreign MNCs to coordinate production activities, from sourcing parts to
assembling the final product.  Furthermore, the close proximity of the principal company and
its affiliates in the cluster enable them to adjust quickly should a problem arise and to
provide a better just-in-time management.  Thus, the reduction of service links costs through
industrial clustering has helped Thailand’s HDD industry to develop IPNs.
The interviews with respondents in the current study also revealed problems related
to high service links costs, such as inefficient custom procedures and a lack of logistics
infrastructure.  This implies that without having the ability to move goods in an efficient
manner, RTAs would not be relevant to the development of IPNs.  The current study has
shown that although on paper the existence of RTAs can help to strengthen and expand
IPNs, interviews and focus group discussions with several key persons in the companies
studied revealed that this was not always the case.  Many of the earlier studies carried out
in this area were at the country or region level, whereas the findings of the current survey
highlight the importance of studies at the company level in understanding the linkages
between IPNs and existing RTAs.  Therefore, in order to make RTAs more relevant to the
development of IPNs, the following policy recommendations are proposed:
(a) Although there is a move towards simpler RoO across RTAs from based on
the use of the 40 per cent rule on local content (refer to table 3.10 in
chapter 3), the cost of documentation related to RoO needs to be reduced by
improving efficiency in document processing.  The dissemination of those rules
to the private sector is also important in fostering the utilization of RTA
benefits;
(b) More importantly, the current study shows that there is a communications gap
between governments that negotiated the RTAs and the private sector
companies that operate within the IPNs.  Communications between
government and the private sector needs to the intensified so that RTAs can
support the development of IPNs;
(c) The main purpose of RTAs is to facilitate more trade through preferential
access.  Despite the tariff reductions other sources of trade friction still exist,
implying that in some areas service links costs are still high.  Such costs arise223
from inefficient custom procedures as well as the lack of logistics and
transportation infrastructure.  Steps need to be taken to mitigate such
problems, as RTAs cannot facilitate the development of IPNs if goods cannot
move more freely across borders;
(d) The evidence of the coexistence between fragmentation and agglomeration
suggests that industrial clusters enable the development of IPNs through the
reduction of service links costs.  The current study reveals that while one
country was been able to capitalize on its industrial clustering policy, others
have not.  The optimization of the industrial clustering policy can supplement
RTAs in developing IPNs through better coordination between MNCs and
affiliates provided by the cluster; this will allow companies to increase
productivity and optimize tariff reductions provided by RTAs through increased
trade.
In summary, tariff reductions provided by RTAs, combined with improved
implementation of RoO, and better communications between governments and the private
sector, together with the reduction of service links costs through improved customs
procedures and transportation and the support of industrial clustering policies, are the
important ingredients for making RTAs relevant to the development of IPNs.